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I. INTRODUCTION AND PURPOSE1

Q. Please state your name, affiliation, and business address.2

A. My name is John J. Reed. I am Chairman and Chief Executive Officer of Concentric3

Energy Advisors, Inc. (“Concentric”) and CE Capital, Inc. located at 293 Boston Post4

Road West, Suite 500, Marlborough, Massachusetts 01752.5

Q. On whose behalf are you submitting this testimony?6

A. I am submitting this testimony on behalf of Wisconsin Energy Corporation (“WEC”).7

Q. Please describe your educational background and professional experience in the8

energy and utility industries.9

A. I have more than 35 years of experience in the energy industry, and have worked as an10

executive in, and consultant and economist to, the energy industry. Over the past 2611

years, I have directed the energy consulting services of Concentric, Navigant Consulting,12

and Reed Consulting Group. I have served as Vice Chairman and Co-CEO of the13

nation’s largest publicly-traded consulting firm and as Chief Economist for the nation’s14

largest gas utility. I have provided regulatory policy and regulatory economics support to15

more than 100 energy and utility clients, and have provided expert testimony on16

regulatory, economic, and financial matters on more than 150 occasions before the17

Federal Energy Regulatory Commission (“FERC”), Canadian regulatory agencies, state18

utility regulatory agencies, various state and federal courts, and before arbitration panels19

in the United States and Canada. My background is presented in more detail in Joint20

Applicants Exhibit 3.1.21
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Q. Please describe Concentric’s and CE Capital’s activities in energy and utility22

engagements.23

A. Concentric provides financial and economic advisory services to many and various24

energy and utility clients across North America. Our regulatory economic and market25

analysis services include utility ratemaking and regulatory advisory services, energy26

market assessments, market entry and exit analysis, corporate and business unit strategy27

development, demand forecasting, resource planning, and energy contract negotiations.28

Our financial advisory activities include both buy and sell side merger, acquisition and29

divestiture assignments, due diligence and valuation assignments, project and corporate30

finance services, and transaction support services. In addition, we provide litigation31

support services on a wide range of financial and economic issues on behalf of clients32

throughout North America. CE Capital is a fully registered broker-dealer securities firm33

specializing in merger and acquisition activities. As CEO of CE Capital, I hold several34

securities licenses that cover all forms of securities and investment banking activities.35

Q. What is the purpose of your testimony in this proceeding?36

A. The purpose of my testimony is to address how WEC’s proposed acquisition of Integrys37

Energy Group, Inc. (“Integrys”) (the “Transaction”) is in the best interests of utility38

customers, investors and the public. Specifically, I will address three primary areas: (1)39

recent industry trends and economic and financial market conditions that have driven40

consolidation within the utility industry, the key drivers of consolidation and how the41

proposed Transaction is consistent with that current market context; (2) the expected42

benefits of the proposed Transaction to the customers and investors of WEC and Integrys43

(collectively the “Companies”), and to the general public; and (3) why the Transaction44
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should be approved by the Illinois Commerce Commission (the “Commission”) as45

proposed.46

Q. Did Concentric or CE Capital provide any advisory services to the proposed47

Transaction before it was announced?48

A. No. We have been retained as consultants and experts to assist in the approval process49

for the Transaction.50

Q. How is the remainder of your testimony organized?51

A. Section II of my testimony provides a brief overview of the Transaction, including the52

objectives of the Transaction and the commitments and conditions made by WEC.53

Section III provides an overview of recent utility industry trends, to provide context and54

insight into the underlying strategic, economic and regulatory drivers that encourage55

transactions such as the proposed Transaction. Additionally, I present an overview of56

utility industry consolidation over the long-term, and show how that trend has changed57

the utility sector over time. Section IV reviews the reaction of the credit rating agencies58

to consolidation in the utility industry in general, and WEC, Integrys, their operating59

companies, and the Transaction in particular. Section V summarizes my understanding60

of the Commission’s standard for approving a merger like this Transaction. Section VI61

describes the specific strategic, customer, and financial benefits of the Transaction.62

Section VII explains how the Transaction satisfies the Commission’s standard. Section63

VIII provides my conclusions and recommendations.64
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II. OVERVIEW OF THE TRANSACTION65

Q. Please briefly describe the Transaction.66

A. On June 22, 2014, the Companies entered into an agreement pursuant to which WEC67

would acquire 100% of the outstanding common stock of Integrys. Upon completion of68

the Transaction, the combined company will be called WEC Energy Group. All utility69

subsidiaries of WEC and Integrys (except Upper Peninsula Power Company),1 including70

Wisconsin Electric Power Company ("WEPCO") and Wisconsin Gas LLC ("WG") (both71

doing business as "We Energies"), Wisconsin Public Service Corporation (“WPS”), The72

Peoples Gas Light and Coke Company (“Peoples Gas”), North Shore Gas Company73

(“North Shore Gas”), Minnesota Energy Resources Corporation (“MERC”), Michigan74

Gas Utilities Corporation (“MGU”)will remain as subsidiaries of WEC Energy Group.75

As discussed below, WEC Energy Group will hold 60.31% ownership in American76

Transmission Company LLC (“ATC”).77

Integrys shareholders will receive total consideration of $71.47 per share which,78

combined with the assumption of Integrys debt and excluding non-regulated businesses79

represents a premium of 55% over Integrys’ estimated 2015 rate base.2 The total value of80

the Transaction is estimated at $9.1 billion: $5.8 billion for Integrys shares and $3.381

billion of assumed Integrys debt. WEC will finance the Transaction by issuing new82

WEC stock and by WEC issuing approximately $1.5 billion in new acquisition debt.83

In performing the due diligence necessary to properly consider the proposed84

Transaction, WEC engaged Standard & Poor’s (“S&P”) and Moody’s Investor Services85

1 Integrys is in the late stages of selling UPPCO to Balfour Beatty Infrastructure Partners LP.

2 Integrys shareholders will receive 1.128 WEC shares plus $18.58 in cash for each Integrys share. See,
Wisconsin Energy to Acquire Integrys Energy Group, Company Presentation, June 2014, at 15 and 26. Valuation
based on June 20, 2014 closing price.
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(“Moody’s”) (collectively with Fitch Ratings (“Fitch”) the “Credit Rating Agencies”) to86

review the terms of the Transaction and to confirm the expected effect of the Transaction87

on the credit metrics and credit ratings of the combined company.3 As noted in the88

Application and as discussed in more detail in Section III of my testimony, the Credit89

Rating Agencies have evaluated the impact of the Transaction on credit quality, and have90

reaffirmed the current credit ratings for the operating utility subsidiaries after the91

finalization of the Transaction. While Moody’s has changed the ratings “outlook” for92

WEC (the parent company) to negative and Fitch has changed WEC’s credit rating to93

“Rating Watch Negative,” Moody’s has also indicated that the long-term effect of the94

Transaction is likely to be beneficial, particularly for Integrys.95

Each of the boards of directors of WEC and Integrys gave its unanimous approval96

for its company’s participation in the Transaction. Both WEC and Integrys will schedule97

shareholder votes to seek approval of the Transaction from their common equity98

shareholders. Both shareholder votes are expected to be held in the fourth quarter of99

2014. The Companies each expect that its shareholders will find this proposed100

Transaction to be in the Company’s best interests and will vote to approve the101

Transaction.102

Please refer to the testimony of WEC’s witness, Allen Leverett, for a more103

detailed discussion of the Transaction.104

3 WEC engaged S&P and Moody’s prior to the merger and compensated them for their reviews. Integrys
provided consent for doing the analysis.



Docket No. 14-____ Page 6 of 49 Joint Applicants Ex. 3.0

Q. What are the key characteristics of the combined WEC Energy Group?105

A. WEC Energy Group will be one of the largest utility holding companies in the country,106

with a combined rate base of about $17 billion, serving approximately 4.3 million107

customers across Wisconsin, Illinois, Michigan and Minnesota. On a consolidated basis,108

WEC Energy Group will rank approximately 14th among public utilities in the country in109

terms of market value and 15th in terms of gas and electric customers. The combined110

company will have approximately 2.8 million gas distribution customers and 1.5 million111

electric utility customers. Based solely on the gas utility customer count, WEC Energy112

Group will be larger than all but seven gas utilities nationally.113

Integrys has announced a proposed sale of the retail electricity and natural gas114

supply portion of Integrys Energy Services, Inc. ("IES") to Exelon Corp. That divestiture115

is expected to close no later than the first quarter of 2015. WEC Energy Group will116

continue to own and operate IES’s solar asset development and management business117

(currently part of IES), Trillium CNG, a leading provider of compressed natural gas118

fueling services, and Integrys Business Support, LLC ("IBS"), a centralized service119

company that, shortly after the Transaction’s closing, will be renamed “WEC Business120

Services, LLC” (“WBS”).121

As noted earlier in my testimony, on a consolidated basis, WEC Energy Group122

also will retain a 60.31% ownership stake in ATC.123

As the Companies have stated in their announcement of the Transaction, “[t]he124

combination of Wisconsin Energy and Integrys brings together two strong and well-125

regarded utility operators with complementary geographic footprints to create a larger,126
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more diverse Midwest electric and natural gas delivery company with the operational127

expertise, scale and financial resources to meet the region’s future energy needs.”4
128

Q. Is WEC seeking recovery of the Transaction’s acquisition premium?129

A. No. WEC is not seeking the recovery of the acquisition premium from regulators in any130

state or at the FERC.131

Q. Is WEC seeking recovery of transaction costs?132

A. No. To be clear, transaction costs are the various costs and fees incurred in connection133

with the execution of the Transaction (e.g., banker fees, legal fees, etc.). WEC will not134

seek approval to recover these transaction costs from any state regulator or the FERC.135

Q. Is WEC seeking recovery of transition costs?136

A. Savings that are realized over time, and the recovery of transition costs necessary to137

achieve those savings, will be addressed through the future rate case processes in each138

state.139

Q. Is WEC planning any changes in the combined company’s presence and workforce140

in the communities it serves?141

A. No. WEC is committed to maintaining a local presence in the communities currently142

served by the combined company’s operating utilities. The Transaction will be seamless143

for Illinois customers. Peoples Gas and North Shore Gas (1) will continue as separate144

operating utilities, (2) will maintain their respective names, and (3) will maintain their145

operating headquarters in Chicago and Waukegan, respectively. WEC is not planning the146

4 See, Wisconsin Energy to acquire Integrys Energy Group for $9.1 billion in cash, stock and assumed debt -
creating a leading Midwest electric and gas utility, Press Release, June 23, 2014.
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sort of reductions in force that occur in many corporate consolidations. In fact, WEC has147

committed to (1) maintain 1,953 full-time equivalent (“FTE”) employee positions in the148

State of Illinois for two years after the Transaction closes, (2) will honor the Gas149

Companies’ existing labor agreements, and (3) maintain the Gas Companies’150

commitments to worker training for the same two year period. WEC expects that the vast151

majority of any reductions in the labor force of WEC Energy Group will occur over time152

through natural attrition and voluntary separation.153

Q. Will the Transaction have any near-term impact on rates?154

A. No. No changes to the Gas Companies’ rates are proposed at this time as a result of the155

Transaction. As discussed in the application, WEC has committed that Peoples Gas and156

North Shore Gas will not seek increases of base rates that would become effective earlier157

than two years after the Transaction closes, which is not likely to occur prior to July158

2015. The effect of this commitment, therefore, will be that the Gas Companies’ new159

base rates will be fixed for a period of well over two years from the time that they are160

expected to become effective in their pending rate cases. As discussed in more detail161

later in my testimony and in the testimony of Mr. Leverett, this Transaction is not based162

on expected short-term savings sometimes seen in mergers, which generally have163

occurred as the result of significant layoffs. Efficiencies are expected to be identified and164

realized over time, with no meaningful net savings expected in the near term. Savings165

that are realized over time, and the transition costs necessary to achieve those savings,166

will be reflected through the future rate case processes in each state.167
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Q. Will WEC Energy Group have affiliate interest agreements in place governing the168

sharing of services between regulated and non-regulated operations?169

A. Yes. As discussed in more detail in Mr. Lauber’s testimony, WEC and its affiliates170

currently share services pursuant to various agreements approved in the jurisdictions in171

which they currently operate. Integrys and its operating companies, including IBS,172

provide services to one another pursuant to Commission-approved affiliate interest173

agreements. WEC is seeking the Commission’s approval of a new affiliate interest174

agreement that reflects the merger and allows WEC and Integrys companies (other than175

WBS) to provide services to one another where it is in customers’ best interests to do so.176

Additionally, WEC and its affiliates will enter into separate agreements with WBS that177

allow them to obtain services from WBS, but those agreements should not need178

Commission approval because no Illinois public utility will be party to those agreements.179

Q. Has WEC agreed to any conditions applicable to its majority ownership in ATC?180

A. Yes. As discussed by Mr. Leverett, WEC is committing to the FERC that following the181

closing of the Transaction, WEC Energy Group will vote its ownership stake in ATC in182

such a way as to maintain the current diversity of views on the direction and management183

of ATC.184

Q. Please summarize the benefits the Transaction will create.185

A. As discussed in more detail in Section VI, below, the Transaction will create a larger,186

more diversified and financially strong energy company with a strong operational and187

management presence in Illinois, benefiting customers, employees, shareholders and the188

communities and region in which it operates. The significant scale of WEC Energy189

Group will better equip it to compete and maintain its independence in the rapidly190
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changing and capital-intensive energy business. The strong cash flow of the combined191

company can be prudently invested in needed energy infrastructure, including the192

environmental retrofits, moving gas meters from the inside to the outside of customers’193

premises, gas main replacements and investment in new technologies that are included in194

Integrys’ five-year plan to invest $3.5 billion in infrastructure and operations. Over the195

long-term, WEC Energy Group’s increased financial scale and strength will promote196

enhanced access to capital to fund the ongoing initiatives of the combined company.197

The Transaction will result in increased customer base/composition, geographic,198

asset (including generation assets), operational and regulatory diversification. This199

diversification will better enable WEC Energy Group to meet the challenges of a rapidly200

changing energy industry, through sharing best practices across its operating territories,201

the ability to benefit from the combined company’s large and expert workforce across its202

system, and the opportunity to create efficiencies over time. The positive impact of203

diversification and operational opportunities, along with WEC’s commitments regarding204

their active local presence and workforce, will produce significant local and regional205

economic benefits as compared to either independent operation or as part of another206

merger with a different acquirer with a different focus.207

Creating a utility holding company with the strength, scale and breadth that WEC208

Energy Group will have, will enable it to continue to provide its customers with safe,209

reliable and affordable utility service, appropriately compensate its shareholders,210

continue the Companies’ long tradition of making significant contributions to the211

communities they serve, act as a leader in the energy industry and continue to212

constructively contribute to energy policy in Illinois and the nation. Importantly, the213
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Transaction will enable WEC Energy Group to achieve these benefits for customers,214

investors and the public.215

III. RECENT INDUSTRY TRENDS AND UTILITY INDUSTRY CONSOLIDATION216

Q. Please describe the state of mergers and acquisitions in the utility industry.217

A. The utility industry has been steadily consolidating for some time. As shown in Chart 1,218

since 1995, the number of electric investor-owned utilities (“IOUs”) has declined by 50219

percent, from 98 companies at the beginning of 1995 to 49 companies as of December220

2013.221

Chart 1: U.S. Investor-Owned Electric Utilities 1995-20135
222

223

Similarly, the number of natural gas distribution IOUs has declined by224

approximately 31 percent, from 16 companies in December 2005 to 11 companies as of225

December 2013. Moreover, as pointed out by Daniel Fidell, a utility analyst at U.S.226

5 Source: EEI 2013 Financial Review, at 41.
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Capital Advisors, the merger and acquisition trend from 2004-2011 “typically consisted227

of a larger electric utility acquiring a smaller gas utility.”6
228

Chart 2: U.S. Investor-Owned Natural Gas Distribution Utilities 2005-20137
229

230

Q. What trends in the industry are driving this consolidation?231

A. Industry trends such as stagnant demand or declining customer usage and increased232

capital spending for investments that do not increase the quantities of electricity or233

natural gas sold (e.g., environmental retrofits on existing electric generators), as well as234

weak economic conditions over the past several years have stretched utility balance235

sheets and placed pressure on credit metrics, contributing to utilities seeking strategic236

mergers to increase their size and improve their overall financial strength.237

Current and projected capital needs of utilities are driven by expenditures that are238

not growth oriented and, absent rate increases, do not produce additional revenues. The239

magnitude of these investments often requires utilities to seek access to capital markets.240

6 “U.S. Capital Advisors breaks down attractive utility M&A targets,” SNL Financial, July 9, 2014.

7 Source: Value Line Investment Survey, December edition of each year shown.
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At the same time that utilities are facing increased capital requirements, projected market241

conditions are such that the era of extraordinarily low debt costs, which has benefited all242

utilities, is likely coming to an end. As interest rates rise and the cost of both debt and243

equity increase, utilities with stronger balance sheets and higher credit ratings will have244

access to capital at more favorable terms, all of which will benefit customers and245

shareholders.246

The trend toward industry concentration highlights one important reason that mid-247

sized investor-owned utilities, such as WEC and Integrys, would consider merging or248

being acquired. In particular, by becoming part of a larger company, mid-sized249

companies can continue to compete effectively with larger entities for debt and equity250

capital to finance their capital needs.251

Q. Please explain why growth prospects are more challenging for utilities in the current252

environment.253

A. Electric and natural gas utilities have faced stagnant demand growth in recent years254

resulting from a combination of weak economic conditions and demand reductions due to255

energy efficiency and on-site generation measures. In a report issued immediately256

following the announcement of the Transaction, the utility industry investment analyst for257

the investment firm Sanford Bernstein highlighted this trend, noting:258

My basic view is that the pressures behind consolidation will remain259

strong and may be getting stronger. I see those pressures as being stagnant260

power demand… Over the last five years, I think power demand is down261

by a percent and yet utilities have been investing in rate base, so they’re262
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probably looking at a base of invested capital that could be 10% to 20%263

higher than it was five years ago.8264

The declining demand in some jurisdictions and the slow growth in other265

jurisdictions, combined with general increases in operating costs have placed pressure on266

utilities’ cash flows, balance sheets, and credit metrics.267

Q. How do capital investment plans affect utilities’ financial strength?268

A. Utility capital investment plans include significant infrastructure enhancement and269

environmental compliance components, which often require access to debt or equity270

markets. Capital investments include replacement of aging infrastructure (e.g., gas271

mains), environmental upgrades to comply with current and expected government rules272

and regulations, necessary transmission and distribution expansion for renewable energy273

integration and system reinforcement, and investments in new and emerging274

technologies, all of which are necessary to maintain and improve the distribution system.275

Since infrastructure enhancements and environmental compliance investments do not276

result in a larger customer base or increased sales, these investments do not generate any277

incremental revenue to offset the additional capital financing requirements without an278

increase in customer rates. For smaller and mid-sized electric and natural gas utility279

companies, the magnitude of these non-revenue producing capital financing requirements280

can place significant strain on the company’s financial position and rates.281

8 “With M&A apace in 2014, Bernstein outlines other potential utility M&A combos,” SNL Financial, June 27,
2014.
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Q. How have recent economic conditions affected the utility industry?282

A. Economic conditions have been weak in recent years. The severe recession and credit283

crisis of 2008-2009 has been followed by a period of slow economic growth in the U.S.284

These weak economic conditions have contributed to stagnant demand growth for electric285

and natural gas utility companies, while capital investment requirements for utilities have286

increased. Moody’s notes that since the financial crisis, credit quality has been a key287

factor driving utility mergers9, as utilities seek strategic combinations that will allow288

them to attract capital to finance capital investments during a period of weak economic289

growth and stagnant demand growth.290

At the same time, interest rates have risen over the past year, and the expectation291

among investors is for that trend to continue as the Federal Reserve winds down the292

extraordinary Quantitative Easing program that has been in place since the financial crisis293

of 2008-2009.10 As interest rates rise and the cost of both debt and equity increases,294

utilities with stronger balance sheets and higher credit ratings will have access to capital295

on more favorable terms, all of which benefits customers and shareholders.296

Q. Have mergers and acquisitions reshaped the utility industry?297

A. Yes. Industry consolidation has resulted in significant concentration among the largest298

IOUs. Examples include: Duke Energy Corp/Progress Energy Inc.; Exelon299

Corp/Constellation Energy, Inc.; Northeast Utilities/NSTAR LLC; and AGL300

Resources/NICOR. Ongoing industry consolidation has resulted in the formation of301

much larger utility holding companies over the past decade.302

9 Moody’s Investors Service, “A Rating Agency Perspective on the Utility Industry,” June 25, 2012, p. 24.

10 Blue Chip Financial Forecasts, Vol. 33, No. 6, June 1, 2014, at 14.
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Q. Is there an expectation that large-scale mergers will continue to dominate the utility303

industry?304

A. No. While large-scale mergers have resulted in the formation of some extremely large305

utility holding companies, more recent expectations with respect to ongoing industry306

consolidation have focused on mid-sized companies. Industry analysts project that trend307

to continue and have identified several mid-sized companies that may be attractive for308

acquisition. In June 2014, shortly after the announcement of this Transaction, several309

medium-sized utilities were identified as consolidation candidates, including: UIL310

Holdings Corp.; Empire District Electric Co.; Portland General Electric Co.; El Paso311

Electric Co.; IDACORP Inc., Great Plains Energy Inc.; Avista Corp.; Westar Energy Inc.;312

Pinnacle West Capital Corp.; and ALLETE, Inc.11
313

Q. Are synergies the primary driver of many recent utility mergers?314

A. No, frequently this is not the case. Drivers for individual mergers have advanced beyond315

the search for synergies and operational economies of scale. Recent mergers and316

acquisitions reflect the importance of geographic diversification and financial strength in317

the utility industry. For example, in reviewing major utility mergers that have occurred318

since 2004, of 27 mergers reviewed, 18 mergers were approved without the filing of a319

comprehensive synergy study supporting the merger. For those 18 examples, drivers320

other than synergy savings were the primary reasons for the merger. Examples of these321

types of mergers include the Fortis acquisition of UNS Energy Corp., the Berkshire322

Hathaway subsidiary, MidAmerican Energy Holdings Co. (“MidAmerican”), acquisition323

11 “With M&A apace in 2014, Bernstein outlines other potential utility M&A combos,” SNL Financial, June 27,
2014.
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of Nevada Power, the Puget Holdings LLC12 acquisition of Puget Energy, the TECO324

Energy acquisition of New Mexico Gas, the Laclede Group, Inc. acquisition of Alabama325

Gas Corporation, and the AGL Resources acquisition of NICOR Inc.326

Q. What were the primary drivers behind each of those transactions?327

A. In each case, the dominant purchaser in those transactions was not seeking to capture328

immediate synergies (i.e., cost savings and economies of scale) through the combination329

of local operations. Rather, the acquiring company in each of those transactions was330

seeking to achieve a number of benefits, including increased scale and scope, enhanced331

access to capital for the acquired utility company, increased funding for infrastructure-332

related capital expenditures, and diversification (including customer base/composition,333

geography, assets, including generation assets, and operations). This is very consistent334

with the drivers behind the Transaction proposed by WEC and Integrys.335

Q. Please provide some specific examples of financial and capital investment-related336

drivers for mergers.337

A. The following summarizes the capital investment issues discussed in several of the above338

transactions:339

 MidAmerican indicated that the merger would benefit NV Energy and its340

customers through increased financial stability, lower debt costs and increased341

access to capital that would be needed to make new generation and transmission342

investments.13
343

12 Puget Holdings LLC was comprised of a group of long-term infrastructure investors including Macquarie
Infrastructure Partners.

13 SNL Energy, Update: “MidAmerican, NV Energy close merger after gaining FERC’s approval,” December 19,
2013.
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 Puget Holdings committed to support Puget Energy and its wholly-owned344

subsidiary, Puget Sound Energy’s $5 billion capital program for infrastructure345

projects to maintain and improve the utility’s reliability, in addition to other346

savings.347

 In Fortis’s acquisition of UNS Energy, UNS Energy cited the importance of348

Fortis’ financial strength, which would “improve UNS Energy’s access to capital349

to fund the ongoing diversification of its generating fleet as well as other350

infrastructure investments. Upon closing, Fortis will inject $200 million into351

UNS Energy to strengthen its balance sheet and help fund the planned purchase of352

Unit 3 of the natural gas-fired Gila River Power Plant, a transaction that will353

reduce TEP’s [UNS Energy’s operating utility] reliance on coal-fired power.”14
354

 AGL Resources indicated that it had strong investment-grade credit ratings and355

substantial financial resources, and that the merger with NICOR would give356

Northern Illinois Gas a larger financial platform for making investments to357

maintain safety and improve reliability and customer service.15
358

In each of these examples, the financial strength of the resulting combined359

company was a significant driver of the rationale for a merger. Likewise, WEC Energy360

Group will benefit from similar increased financial strength and flexibility.361

Q. How do utility companies evaluate the need for increased diversification?362

A. Companies examine their operating segments and growth prospects and seek to mitigate363

and manage the risks associated with those subsidiaries. Risks may be mitigated either364

through diversification or the acquisition of a company that has a different risk profile.365

Avista Corp’s plan to acquire Alaska Energy Resources Co., TECO Energy’s acquisition366

of New Mexico Gas Company, UIL Holdings purchase of three gas utility companies367

14 “UNS Energy Agrees to Be Acquired by Fortis Utility Group; Acquisition Would Strengthen Local Arizona
Utilities,” UNS Energy Corporation, December 11, 2013.

15 Docket No. 11-0046, Illinois Commerce Commission, December 7, 2011, Order at 4.
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from Iberdrola, and the Northeast Utilities and NSTAR merger are additional examples368

of transactions where diversification was a key driver.369

 Avista Corp/Alaska Energy Resources - Avista stated that its strategy in this370

acquisition was to expand and diversify its energy assets.371

 TECO Energy/New Mexico Gas Co. - TECO Energy had seen declining revenue372

resulting from warm weather and low natural gas prices, which depressed coal373

prices. TECO Energy stated publicly that this transaction would increase its374

customer base by 50 percent, provide future growth in an “attractive Sunbelt375

location”16, increase the percentage of earnings from regulated operations, and376

reduce earnings volatility.377

 UIL Holdings/Iberdrola gas utilities, Berkshire Gas Co., CT Natural Gas Corp.,378

and Southern Connecticut Gas Co. – UIL, a Connecticut electric utility company,379

requested authorization to purchase three natural gas utilities in contiguous and380

complementary locations, without the filing of a synergy study. UIL noted that the381

merger would create a larger, diversified energy delivery company, with a382

diversified revenue mix, and differentiated peaking seasons that levelize earnings383

and cash flow.17
384

 Northeast Utilities/NSTAR – The primary focus of the Northeast Utilities and385

NSTAR merger, two gas and electric utilities with complementary operating386

territories, was on the expansion of scope with respect to financial capability,387

geographic diversity and best practices, not on the achievement of immediate388

synergy savings.18
389

16 See, TECO Energy Announces Agreement to Acquire New Mexico Gas Company, Press Release, May 28,
2013.

17 UIL Acquisition of SCG, CNG & The Berkshire Gas Company, Investor Presentation, May 25, 2010.

18 See, Joint Testimony of James J. Judge and David R. McHale, DPU 10-170, Massachusetts Department of
Public Utilities, November 24, 2010. I note that pursuant to a change in merger approval standards in Massachusetts
during this proceeding, Northeast Utilities and NSTAR filed a supplemental synergy savings analysis that
demonstrated expected savings from the merger.
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Q. What is your conclusion with regard to whether the factors underlying the proposed390

Transaction are consistent with recent consolidation within the utility industry?391

A. My conclusion is that the factors underlying the proposed Transaction are consistent with392

recent consolidation within the utility industry. In particular, the proposed Transaction393

combines neighboring utility companies with complementary markets and adjacent394

service territories, while providing geographic and customer diversification. If the395

proposed Transaction is approved, customers will receive the benefits of the combined396

company, while continuing to enjoy local management and a local presence in the397

communities served by the various operating utilities. Further, as a result of the proposed398

Transaction, the combined company will have enhanced scale and financial strength,399

thereby allowing it to compete for capital on reasonable terms to fund the capital400

investment requirements of the various operating utilities.401

IV. REACTIONS OF THE CREDIT RATING AGENCIES402

Q. Have credit rating agencies offered any perspective on consolidation in the utility403

industry?404

A. Yes. Both Moody’s and S&P expect that utility mergers will continue. In a 2012405

presentation, Moody’s concluded that the rationale for utility industry consolidation is406

“compelling”, citing several motivating factors: (1) building scale and scope; (2)407

spreading fixed costs over larger asset platforms; (3) capturing operating efficiencies; (4)408

diversification of business and operating risks and geographic and weather exposure; (5)409

combining complementary operations; (6) generating financing efficiencies/access to410

capital markets; (7) growth in earnings; (8) addressing rising operating costs; (9) meeting411
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demand for infrastructure-related capital expenditures; and (10) better management of412

larger projects.19
413

S&P also projects that utility mergers will continue, as utilities seek to create414

larger, more diverse and more efficient organizations that have better credit profiles and415

superior access to capital.20
416

Q. What are the primary factors that affect the credit ratings of the parties in merger417

transactions?418

A. Rating agencies look closely at the structure of mergers and acquisitions involving419

electric and natural gas utility companies to determine the overall effect on credit ratings.420

To the extent that the acquiring company’s balance sheet takes on significant incremental421

debt as a result of the transaction, or the concessions required by regulators place422

pressure on cash flow metrics, rating agencies have tended to downgrade the acquired423

company. Conversely, acquisitions that place the acquired company in a more favorable424

financial position to be able to meet its ongoing capital needs have resulted in a credit425

upgrade or the expectation of future increases in credit ratings for the acquired company.426

Q. Please provide examples of recent mergers that resulted in improved credit ratings427

or a positive ratings outlook for the acquired company.428

A. There are several recent mergers that have resulted in improved credit ratings or a429

positive ratings outlook for the acquired company, including mergers that were not based430

on synergies and cost savings. In most cases, the acquiring company had a stronger431

19 Moody’s Investors Service, “A Rating Agency Perspective on the Utility Industry,” June 25, 2012, p. 24.

20 Standard & Poor’s RatingsDirect, “Opportunity for U.S. Regulated Electric Utility Mergers in the U.S. Still
Exists,” March 12, 2012.
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credit rating than the acquired company, resulting in a credit rating upgrade or a positive432

outlook for the acquired company.433

 Berkshire Hathaway/NV Energy – The acquisition of NV Energy by434

MidAmerican Energy Holdings, a subsidiary of Berkshire Hathaway, was based435

on geographic diversification and enhancing the financial strength of the436

combined company. S&P and Fitch both upgraded NV Energy following the437

closing of the acquisition by MidAmerican Energy Holdings. Fitch indicated438

that “the one-notch upgrade of [NV Energy] and its utility operating subsidiaries439

ratings and the stable outlook is supported by the increased financial flexibility440

and lower funding costs afforded [NV Energy] and its subsidiaries by association441

with a larger, financially strong parent company.”21
442

 FirstEnergy/Allegheny - Prior to the merger, Moody’s rated FirstEnergy Baa3 and443

Allegheny as Ba1. After the merger, Moody’s upgraded Allegheny to Baa3.444

Fitch also revised the rating outlook for Allegheny Energy to positive from stable,445

stating that “Fitch recognizes the strategic benefits of the transaction which would446

combine geographically contiguous and complementary regulated utilities and447

competitive businesses.”22
448

 WPS Resources/Peoples Energy Corporation – Moody’s upgraded Peoples449

Energy Corporation’s senior unsecured debt rating from Baa2 to A3 following the450

closing of the acquisition. Moody’s stated: “The two-notch upgrade for Peoples451

reflects its new ownership and support by a solid utility parent company.”23
452

 Gaz Metro/Central Vermont Public Service – Moody’s upgraded Central Vermont453

Public Service from Baa3 to Baa2 after the merger with Gaz Metro was454

completed. Moody’s offered the following rationale for the upgrade: “the rating455

changes reflect our expectation for the combined utility to produce financial456

21 SNL Financial, “Fitch upgrades NV Energy after MidAmerican acquisition,” December 23, 2013.

22 SNL Financial, “Rating agencies weigh in on FirstEnergy/Allegheny Energy merger,” February 11, 2010.

23 Moody’s Investors Service, “Moody’s upgrades Peoples Energy Corp.,” February 21, 2007.
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metrics, including the ratio of cash flow from operations to debt, in the mid to457

high teens over the intermediate period.”24
458

Q. How have regulatory conditions and requirements on mergers and acquisitions459

affected credit ratings?460

A. Some regulators have required merger applicants to provide certain regulatory461

concessions or commitments that have negative financial implications for the acquired462

utility. Depending on the magnitude of the conditions and requirements, there can be463

negative implications for cash flow metrics and other factors that are considered in464

establishing a company’s credit rating. For example, as a result of conditions placed on465

the Northeast Utilities/NSTAR merger in Connecticut, Moody’s downgraded the ratings466

outlook for Connecticut Light and Power (“CL&P”), citing concerns that the base467

distribution rate freeze and the agreement to defer recovery of storm costs over a six year468

period were less credit supportive. 25 Once the merger was completed, Moody’s469

downgraded CL&P from Baa1 to Baa2.26 Similarly, merger conditions in Massachusetts470

resulted in Moody’s placing NSTAR Electric on review for possible downgrade.471

Moody’s noted that the four-year rate freeze allowed for storm cost recovery, but472

deferred that recovery for more than two years. In Moody’s view, this could lead to an473

increase in indebtedness and reduce margins for NSTAR Electric, which would likely474

24 SNL Financial: “Moody’s takes diverging views on GMP, CVPS after merger approval in Vermont,” June 25,
2012.

25 SNL Financial: “Moody’s lowers outlook on NU’s CL&P subsidiary,” March 16, 2012.

26 Moody’s Investors Service, “Moody’s downgrades NSTAR, NSTAR Electric, and Connecticut Light & Power;
affirms NU and its other subsidiaries,” April 9, 2012.
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weaken credit metrics in the future.27 After the merger closed, NSTAR Electric was475

downgraded by Moody’s from A2 to A1.28
476

Q. How have the Credit Rating Agencies responded to WEC’s proposed acquisition of477

Integrys?478

A. As I noted above, the Credit Rating Agencies evaluated the impact of the Transaction on479

credit quality, and reaffirmed the current credit ratings for WEC, Integrys and all of the480

operating utility subsidiaries. The Credit Rating Agencies have generally viewed the481

Transaction as positive for Integrys and slightly negative over the short-term for WEC482

(the parent holding company).483

Moody’s did change its ratings “outlook” from stable to negative for WEC, citing484

Moody’s expectation that the Transaction would cause deterioration in WEC’s credit485

profile as it is acquiring a company with a weaker credit profile in a leveraged486

transaction. Over the next three years, Moody’s notes that the ratios of cash flow from487

operations before working capital adjustments to debt and retained cash flow to debt for488

WEC are expected to fall. At the same time, however, Moody’s expressed a favorable489

overall view of the Transaction:490

Upon the completion of the transaction, WEC will benefit from the larger491

size and the complementary nature of the operations of the combined492

group in Wisconsin as well as from a more diversified footprint in493

operational and geographical reach. The latter factors Integrys’ multi-state494

operations and its significant natural gas distribution operations in495

Illinois…29
496

27 SNL Financial: “Moody’s places NSTAR ratings on review for downgrade,” February 16, 2012.

28 Moody’s Investors Service, “Moody’s downgrades NSTAR, NSTAR Electric, and Connecticut Light & Power;
affirms NU and its other subsidiaries,” April 9, 2012.

29 “Moody’s changes Wisconsin Energy outlook to negative following Integrys deal,” SNL Financial, June 24,
2014.
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Concurrently, Moody’s put the long-term ratings of Integrys under review for497

upgrade after the company disclosed that it is in the late stages of a competitive process498

to divest its unregulated retail operations. After Integrys announced that it had reached a499

definitive agreement to sell IES to Exelon, Moody’s commented: “The sale is credit500

positive for Integrys because it removes a source of cash flow volatility and the risk for501

large, unexpected demands on liquidity.” 30 Finally, Moody’s affirmed certain ratings of502

WEC and Integrys, including their operating utility subsidiaries.503

S&P affirmed its existing ratings for WEC, Integrys and all of the Companies’504

respective operating utilities. S&P concurrently reduced the outlook of WEC, Integrys505

and Integrys’ subsidiary companies Peoples Gas and North Shore Gas to “negative” from506

“stable,” noting “[d]ue to WEC's plans to fund the transaction with a combination of debt507

and common stock, we believe that the company's financial measures could fall to the508

weaker end of our "significant" financial risk profile category based on our medial509

volatility table, leaving little cushion for underperformance relative to our forecast.”31
510

The ratings outlook of WG, WEPCO, and WPS remain stable because, as noted by S&P,511

“[r]atings stability for WEPCO, WG, and WPS reflects sufficient regulatory insulation512

and their stand-alone credit profiles, which would be unaffected by the transaction.”32
513

Fitch had a similar reaction to the Transaction, placing WEC on “Rating Watch514

Negative” due to concern about the need to issue $1.5 billion in new debt at the holding515

company level to finance the cash portion of the acquisition. Fitch noted that the ratings516

30 Moody’s Investors Service, “Integrys Sale of Retail Energy Business to Exelon is Credit Positive,” July 31,
2014.

31 “Research Update: Wisconsin Energy And Integrys Ratings Affirmed On Announced Merger; Certain
Outlooks Revised To Negative From Stable”, Standard and Poor’s Ratings Direct, June 23, 2014, at 3.

32 Ibid., at 6.
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of the utility operating subsidiaries WEPCO and WG are unaffected by the Transaction.33
517

Concerns among rating agencies regarding additional debt at the holding company is not518

uncommon after a merger is announced. For example, in the pending merger between519

Exelon Corp. and Pepco Holdings, Fitch noted that the proposed acquisition would result520

in a meaningful increase in consolidated leverage compared to Exelon’s current and521

projected stand-alone financial condition.34 S&P also noted that the New York Public522

Service Commission was concerned with the level of debt that National Grid was taking523

on to acquire KeySpan.35
524

My overall conclusion is that any short-term Credit Rating Agency concerns with525

increased debt at the holding company level to finance a portion of the Transaction is not526

a concern for the utility operating companies of the planned WEC Energy Group. The527

Credit Rating Agencies agree that the Transaction provides long-term benefits through528

enhanced financial strength of the combined company and geographic/operational529

diversification that will offset those short-term concerns.530

V. MERGER APPROVAL STANDARDS531

Q. What is your understanding of the merger approval requirements in Illinois?532

A. The Commission reviews proposed “reorganizations” by public utilities in Illinois under533

Section 7-204 of the Public Utilities Act. This section of the Illinois statutes provides534

seven primary requirements that must be met in order for the merger to receive535

Commission approval.536

33 “Fitch places Wisconsin Energy on Rating Watch Negative after Integrys deal announcement,” SNL Financial,
June 25, 2014.

34 SNL Financial: “Fitch, Moody’s, S&P weigh in on Exelon-Pepco deal,” May 1, 2014.

35 SNL Financial: “S&P downgrades National Grid and KeySpan A to A-,” August 24, 2007.
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Q. Does the Commission also review the allocation of any savings resulting from the537

proposed merger?538

A. Yes, it does. Subsection 7-204(c) states:539

The Commission shall not approve a reorganization without ruling on: (i)540

the allocation of any savings resulting from the proposed reorganization;541

and (ii) whether the companies should be allowed to recover any costs542

incurred in accomplishing the proposed reorganization and, if so, the543

amount of costs eligible for recovery and how those costs will be544

allocated.545

Q. Has the Commission previously approved similar utility holding company mergers?546

A. Yes, it has. In December 2011, for example, the Commission approved AGL Resources’547

acquisition of Nicor, Inc. In support of that reorganization, the Joint Applicants548

explained that the merger would combine the second and third largest natural gas549

distribution companies in the United States and would create one of the lowest-cost, most550

diversified families of natural gas utilities in the country, guided by a seasoned and well-551

respected management team. The Joint Applicants stated that Nicor Gas customers552

would benefit as Nicor Gas would share best practices with its affiliated utilities and553

realize the positive impacts of greater scale. Further, the Joint Applicants stated that554

AGL Resources had strong investment grade credit ratings and substantial financial555

resources, and that AGL Resources would give Nicor Gas a larger financial platform for556

making investments to maintain safety and improve reliability and customer service. The557

Joint Applicants indicated that Nicor Gas’ customers would continue to enjoy excellence558

in customer service.36
559

36 Illinois Commerce Commission, Docket No. 11-0046, December 7, 2011, Order at 4.
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AGL Resources and Nicor pledged (with certain exceptions) not to seek560

authorization to alter Nicor Gas’ base rates during the three years immediately following561

closure of the proposed merger. In addition, AGL Resources and Nicor committed to562

maintaining the level of full-time equivalent employees across Nicor Gas’ service563

territory for a period of at least three years.37
564

VI. BENEFITS OF THE TRANSACTION565

Q. Please describe the benefits that will result from the Transaction.566

A. The Transaction will create benefits to customers, shareholders and the public in the567

following categories: (1) financial, (2) diversification, (3) operations, (4) long-term568

efficiencies, and (5) strategic.569

Q. Please discuss the financial benefits of the Transaction.570

A. The proposed Transaction will result in a larger combined company with a broader scope571

and more diversified yet still complementary operations and geography across its utility572

subsidiaries. As discussed earlier in my testimony, following the Transaction WEC573

Energy Group is expected to be the 14th largest utility in the country in terms of market574

value serving approximately 4.3 million customers across Wisconsin, Illinois, Michigan575

and Minnesota. This increased scale and scope will create a financially stronger576

company with both greater financial liquidity and improved access to capital markets.577

Greater liquidity enables a company to better withstand economic and financial578

downturns. This important financial strength will also enable WEC Energy Group to579

compete with other larger companies for capital on reasonable terms and conditions over580

the long-term.581

37 Ibid.
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Q. Is the ability to compete for capital important?582

A. Yes. The ability to secure capital on reasonable terms and conditions is critical for all583

companies, but is highly important for utilities that face increased needs to make capital584

expenditures associated with improvements to existing infrastructure. The access to and585

cost of capital directly reflects the financial strength and risk profile of the company. A586

stronger utility is able to pass along to its customers the benefits of lower-cost debt and587

assured access to capital markets on reasonable terms. If tight capital markets were to588

return, this access can be very valuable.589

As I noted earlier in my testimony, consolidation in the utility industry was590

previously driven by the mergers of large companies. Now many small and medium size591

utility companies are finding that mergers which allow them to increase their size and592

financial strength are important in order to allow them to continue to have access to593

capital markets on reasonable terms to finance the ongoing capital needs associated with594

serving their customers. This is one of the motivations for and benefits of the proposed595

merger of WEC and Integrys. Peoples Gas and North Shore Gas each have long-term596

capital expenditure plans which will require them to access the financial markets for597

many years to come.598

Q. Will the Transaction benefit Peoples Gas and North Shore Gas near-term capital599

projects?600

A. Yes. In the near term, the strong cash flows of the combined company can fund601

investments in needed energy infrastructure, including environmental retrofits, gas main602

replacements and investment in new technologies. In particular, Peoples Gas is engaged603

in a 20-year accelerated main replacement program in the City of Chicago that began in604
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2011 and that will require significant ongoing capital investment. After the Transaction605

is completed, WEC has committed to maintain the current main replacement program and606

WEC Energy Group may be able to deploy its strong cash flows to fund those types of607

projects. As a result, Peoples Gas may be able to complete more of its planned608

investment program using internally generated cash flow than it would absent the609

Transaction. The ability to use internally generated cash flow to fund these near-term610

investments would allow Peoples Gas to avoid incremental costs and fees that would611

otherwise be incurred if it needed to secure financing from the markets.612

Q. What are the diversification benefits to the Transaction?613

A. First, let me explain what diversification is and how it provides benefits to customers and614

shareholders. Diversification is akin to the concept of “not putting all of your eggs in a615

single basket”. By bringing together two different but complementary entities, one616

creates a whole that is more valuable and lower risk than the sum of its parts, in terms of617

its ability to manage its business and create and capture value over the long-term. WEC618

and Integrys have positioned themselves to do just that with the Transaction.619

Based on my review of the terms of the Transaction, and my experience advising620

utility clients, the Transaction will add diversity by bringing together the Companies’621

complementary (1) geographies and service territories, (2) customer bases, (3) electric622

and gas operations, and (4) markets. Diversifying the combined company’s business623

across these areas contributes to the creation of a stronger combined company by624

enabling it to better manage and balance the business across its operating companies. As625

I discuss later in my testimony, while no immediate net savings from efficiencies are626

anticipated, the Transaction unlocks the opportunity for increased efficiencies in627
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operations, purchasing, and corporate services over the long-term. Finally, this628

diversification will also allow WEC Energy Group to maintain a strong financial position629

over the long-term.630

Q. What operational benefits will the Transaction create?631

A. The Transaction will create a combined company with the operational expertise, scale632

and resources to ensure that Illinois customers continue to enjoy adequate, reliable,633

efficient, safe and affordable service. The combined company will share best practices in634

distribution operations, large capital project management, electric generation, gas supply,635

system reliability and customer service across the various operating companies in Illinois,636

Wisconsin, Michigan and Minnesota. For example, WEPCO and WG have consistently637

been ranked near the top of its peer group in terms of reliability and customer638

satisfaction, earning recognition from PA Consulting group for excellence in reliability639

and from J.D. Power for both residential and business customer satisfaction. Integrys has640

also been a leader in developing and implementing gas infrastructure modernization641

projects in an urban environment. These best practices will be shared across WEC642

Energy Group.643

As I noted earlier and as I will discuss in more detail later in my testimony, each644

of the operating companies will continue as individual utilities; however, there will still645

be opportunities to optimize their joint resources over time. For example, after the646

completion of the Transaction, there may be opportunities for joint resource planning647

based upon a combination of WEPCO’s and WPS’s generating portfolios, and WG’s and648

the Gas Companies’ supply and transportation portfolios that may create opportunities649
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and efficiencies, if such coordination makes sense for the Companies and their650

customers.38
651

The system-wide implementation of resource planning which will result from the652

Transaction is also very supportive of environmental stewardship. Resource diversity,653

clean energy development, renewables integration, gas supply planning, and654

infrastructure (both electric and gas) modernization are all better achieved through the655

combined company.656

In addition, by joining two electric workforces in adjacent service territories and657

two gas workforces in neighboring areas, the integrated system’s ability to respond to658

major storms and other events that may disrupt service will be enhanced. WEC Energy659

Group’s larger pool of field personnel and equipment will enable it to respond promptly660

and effectively to service interruptions.661

Finally, the combined company will also be better able to attract and retain662

employees by offering them better career opportunities. This creates operational benefits663

as well as benefits for the workforce and the public.664

Q. Will the Transaction create efficiencies and savings for customers over the long-665

term?666

A. Yes. The combination of increased size and scope of the combined company and the667

operational and diversification benefits of the Transaction, also create opportunities for668

efficiencies and savings over the long-term. As also discussed in the testimony of Mr.669

Leverett, however, no meaningful net savings are expected in the near-term.670

38 No "dispatch" savings are expected because all generation will continue to be dispatched by Midcontinent
Independent System Operator (“MISO”).
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Q. Is it reasonable that WEC does not expect immediate savings resulting from the671

Transaction?672

A. Yes, this is completely reasonable. Short-term savings seen in many mergers are673

typically the result of immediate layoffs. WEC expects that the vast majority of674

reductions in utility staffing will come from natural attrition over the course of time. In675

particular, WEC has committed to maintain 1,953 FTE employee positions in the State of676

Illinois for two years following the financial closing of the Transaction and will honor the677

Gas Companies’ worker training programs for that same time period. The Gas678

Companies will also honor their existing labor agreements. These commitments will679

minimize disruptions to the workforce and the local communities and will allow the680

combined company the time necessary to develop, implement and realize the benefits of a681

prudent integration plan. As I noted earlier in my testimony, many mergers have been682

consummated without the filing of a specific synergy savings analysis and with a primary683

focus on other drivers. This list includes:684

 AltaGas Ltd. acquisition of SEMCO Holding Corporation685

 AGL Resources Inc. acquisition of Nicor Inc.686

 PPL Corporation acquisition of E.ON U.S. LLC687

 Fortis Inc. acquisition of UNS Energy Corporation688

 Integrys acquisition of Minnesota Energy Resources Corporation from Alliant689

Energy Corporation690

 MidAmerican Energy Holdings Co. acquisition of NV Energy Inc.691

 TECO Energy, Inc. acquisition of New Mexico Gas Company692

 The Laclede Group, Inc. acquisition of Alabama Gas Corporation693
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 Macquarie Infrastructure acquisition of Duquesne Light Company694

 MidAmerican Energy Holdings Co. acquisition of PacifiCorp695

 AGL Resources Acquisition of NUI Corporation696

Q. How might WEC Energy Group generate savings over time?697

A. Merger-related savings typically accrue over time, and after upfront investment, through698

enhanced purchasing power, economies of scale, joint resource planning over a larger and699

more diverse system, the documentation, adoption and implementation of best practices,700

other efficiencies in operations and maintenance and project management, sharing701

administrative and other services over a larger organization, and the improved use of702

technology. Some specific areas where merger synergy savings are typically found703

include: insurance, shareholder services, professional services (e.g., accounting, legal),704

credit facilities, advertising, and supply chain economies (e.g., procurement, inventory,705

and contract services).706

Developing and executing merger integration plans and identifying and realizing707

synergy savings is a detailed undertaking which takes time to accomplish, particularly in708

strategic mergers like the Transaction.709

Q. What is your view of the merger synergy savings which might be realized from the710

Transaction?711

A. I believe that if it is approved as proposed, the Transaction is likely to generate net712

savings in the range of three to five percent of non-fuel O&M of the combined company713

after a five to ten year ramp up period relative to what non-fuel O&M for the Companies714

would have been absent the Transaction.715
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While neither the Companies nor I have conducted a detailed analysis of the716

potential merger synergy savings specific to the merger of WEC and Integrys, I have717

examined the synergy savings attributable to many other mergers. My view on the718

savings which might be realized from the Transaction is based on this examination as719

well as my knowledge of the Companies, their past merger integration activities, and720

merger synergy savings generally. Below is a chart showing the non-fuel O&M savings721

that were, or were expected to be, achieved in other recent mergers. These savings are722

net of the transition-related costs to achieve them, which may include various723

reorganization and integration costs.724
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Chart 3: Survey of Historical Synergy Savings725

726

727

As shown in the chart above, expected net savings in non-fuel O&M in recent728

transactions have a central tendency in the range of 3% to 5% of combined non-fuel729

O&M. As I noted earlier, savings are realized after upfront investment. The mergers730

shown in Chart 3 were not expected to typically generate net O&M savings immediately731
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Note: Synergy savings represent steady-state non-fuel O&M savings, net of costs to achieve. Parenthetical after each transaction
signifies the assumed number of years necessary to achieve steady-state synergy savings. For mergers represented by checkerboard
bars, only cumulative savings data was available and an annual savings value was estimated by taking the average annual savings over
the forecast period provided. For the WEC/WICOR merger, synergy savings are actual savings as calculated after the merger was
completed, and as filed with the Wisconsin PSC.
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after the merger closed, and those savings were expected to increase to a “steady state”732

level over a period of years.733

In addition to potential non-fuel O&M savings, the Transaction can also be734

expected to favorably affect capital expenditures and fuel costs over the longer term.735

Capital expenditure savings can occur through the consolidation or avoidance of736

spending in areas such as IT systems and call center systems, and fuel savings have been737

demonstrated through joint procurement and asset management programs, which could738

occur here in gas pipeline and storage initiatives. On the gas side, the combined739

company could also be more effective in promoting the development of new pipeline740

infrastructure into the region and securing more economical negotiated rates for741

transportation services.742

In considering this information, it is important to recognize that each of WEC and743

Integrys has been involved in other mergers which have already yielded merger savings744

(in the case of Integrys, recently), and WEC has made post-merger commitments that will745

slow the rate at which new merger synergies can be achieved.746

Q. Why is it reasonable to expect that this level of savings will eventually be achievable747

for the WEC Energy Group?748

A. Both WEC and Integrys have successfully completed integration programs after past749

mergers, and both had actual or estimated synergies that are in the same range as those I750

have estimated for this merger. The Transaction also has characteristics that are751

consistent with other recent mergers that had estimated long-term synergies in this range,752

including the Northeast Utilities/NSTAR merger. That merger was also not undertaken753

based on an expectation of large near-term merger synergies, and it expected longer-term754
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savings of approximately 5% of non-fuel O&M costs, based on the existence of two755

overlapping utility services (gas and electric), adjacent service areas, and supportive756

regulatory environments. In my opinion, these same characteristics apply to the current757

Transaction.758

Q. Has WEC provided any assurances regarding the potential for cross-subsidization759

within WEC Energy Group?760

A. Yes. As I noted earlier in my testimony and as discussed in more detail in Mr. Lauber’s761

testimony, WEC plans to enter into new affiliate interest agreements that reflect the762

merger and allow WEC and Integrys companies, including WBS, to provide services to763

one another where it is in customers’ best interests to do so. Further, WEC has proposed764

no changes to the corporate structure of any of the combined company’s individual765

operating utilities as a result of the Transaction. Each of the individual operating utilities766

will continue to maintain unique capital structures, costs of capital and financing767

requirements. These proposals will allow the utilities to benefit from efficiencies gained768

through the merger and a common service company, while continuing to reflect the cost769

of service for each of the individual operating utilities in customer rates.770

Q. What plans does WEC have to specifically identify and pursue savings?771

A. WEC plans to develop and execute specific merger integration plans over time. Merger772

integration plans identify the company-specific (1) opportunities to benefit from natural773

synergies resulting from the merger, increase efficiencies and generate specific savings,774

(2) costs to achieve these savings, and (3) timeframe and process for achieving the775

plan. The development and execution of merger integration plans is a multi-year process776

involving management and internal and external subject matter experts throughout the777
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combined company. WEC is not planning any significant reductions in force or layoffs778

and associated near-term merger-related savings and it has not yet begun the integration779

process.780

Q. What are the strategic benefits of the Transaction?781

A. The Transaction will create a large, diversified, financially strong energy company782

committed to providing long-term strategic benefits to customers, employees,783

shareholders, and the communities served by WEC Energy Group’s utility subsidiaries.784

WEC Energy Group will continue to maintain a strong local presence in the communities785

it serves, with operational headquarters being maintained for Peoples Gas in Chicago,786

Illinois and for North Shore Gas in Waukegan, Illinois. In addition, larger and more787

efficient utilities should be expected to lead to lower energy costs, which can be expected788

to, in turn, favorably affect industrial and commercial siting decisions. Customers of789

Peoples Gas and North Shore Gas, employees and the local communities and State will790

continue to benefit from the positive impacts of these attributes on service, corporate791

citizenship and the local economy. WEC Energy Group will also carry on the long792

tradition of its predecessor companies of active involvement, philanthropic activities and793

charitable contributions in the communities it serves. This, coupled with the combined794

companies increased diversification and operational opportunities, will produce795

significant local and regional economic benefits as compared to either continued796

independent operation or as part of a different merger with a different acquirer whose797

focus may be broader than Illinois and the region.798

Finally, the scale, operational expertise and financial resources of WEC Energy799

Group will equip it to more effectively represent the interest of the states in which it800
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operates and maintain its independence in a consolidating industry. A strong State and801

regional voice in national energy policy debates is a significant benefit to ensuring that802

these interests are both well-represented and heard. One example of such an energy803

policy debate is how greenhouse gas (“GHG”) regulations will be implemented by the804

states and the federal Environmental Protection Agency (“EPA”). A stronger voice in805

this debate will better position Illinois and the region to influence rules that reflect its806

resource base and needs. The creation of WEC Energy Group creates incremental807

opportunities for the combined company and the Commission to partner in the pursuit of808

energy policy goals and to meet the region’s future energy needs.809

Q. Will the Transaction negatively impact competition in the region?810

A. No. This merger is a purely strategic undertaking, representing the union of two811

companies that are almost entirely regulated utilities. The Transaction will not lessen812

competition as can occur when meaningful unregulated activities are consolidated (e.g.,813

merchant generation, coal mining, gas production). WEC’s proposal with regard to new814

affiliate interest agreements obviates any concern about the potential for cross-815

subsidization of utility and non-utility operations. Unlike some financially-oriented816

mergers (e.g., private equity acquisitions, international acquirers, and leveraged buy outs)817

there is no need for elaborate ring fencing protections.818

VII. HOW THE TRANSACTION SATISFIES THE COMMISSION’S MERGER819

APPROVAL STANDARDS820

Q. Please highlight the Commission’s merger approval standards.821

A. In order for the Commission to approve a reorganization, the Commission must822

determine that there is “no net harm” to utility customers or the general public as a result823



Docket No. 14-____ Page 41 of 49 Joint Applicants Ex. 3.0

of the merger. As described in more detail in Section IV of my testimony, the824

Commission shall approve a reorganization if it finds that the reorganization will not825

adversely affect the utility’s ability to perform its duties under the Public Utilities Act.826

Specifically, the reorganization must satisfy seven specific requirements outlined in827

Section 7-204.828

Q. Do you believe that the Transaction will diminish the ability of Peoples Gas and829

North Shore Gas to provide adequate, reliable, efficient, safe, and least cost public830

utility service?831

A. No, I do not. On the contrary, the Transaction will help to ensure that Peoples Gas and832

North Shore Gas (collectively, the “Gas Companies”) are able to continue to provide833

adequate, reliable, efficient, safe, and least cost public utility service. In particular, as a834

result of the Transaction, the Gas Companies will have enhanced access to capital on835

reasonable terms to finance their capital investment requirements. For example, after the836

Transaction is completed, WEC Energy Group may be able to deploy its strong cash837

flows to help fund Peoples Gas’ Accelerated Main Replacement Program (“AMRP”).838

This would be a direct benefit to Illinois customers. As discussed in the pending rate839

case, Peoples Gas’ AMRP benefits customers through enhanced reliability and safety,840

reduced maintenance costs by eliminating low pressure regulating stations, increased841

convenience by relocating gas meters from inside the customer premises to outdoors, and842

reduced greenhouse gas emissions due to fewer leaks.39
843

In addition, while the Transaction is not based on immediate synergies or cost844

savings for customers, the combined companies expect that sharing best practices across845

39 See Direct Testimony of David J. Lazarro, Docket No. 14-0225, filed February 26, 2014, at 15-16.
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the various operating utilities may lead to cost reductions and customer savings over846

time. For all of these reasons, my view is that the Transaction meets, and in fact exceeds,847

the first statutory requirement in Illinois.848

Q. Why do you believe that the Transaction will not result in unjustified subsidization849

of non-utility activities by the Gas Companies or their customers?850

A. As explained in the testimony of WEC witness Lauber, the applicants have taken steps to851

ensure that the Transaction will not result in unjustified subsidization of non-utility852

activities by the Gas Companies or their customers. Specifically, the Companies plan to853

enter into new affiliate interest agreements that reflect the merger and allow WEC and854

Integrys companies, including WBS, to provide services to one another where it is in855

customers’ best interests. Further, the Companies have proposed that there be no changes856

to the corporate structure of the individual operating utilities as a result of the857

Transaction. Peoples Gas and North Shore Gas will continue to maintain unique capital858

structures, costs of capital and financing requirements. On this basis, I believe that the859

Transaction meets the second statutory requirement in Illinois.860

Q. Is there evidence that costs and facilities are fairly and reasonably allocated between861

utility and non-utility activities in such manner that the Commission may identify862

those costs and facilities which are not properly included by the utility for863

ratemaking purposes?864

A. Yes, there is. As discussed in more detail in the testimony of WEC witness Lauber, the865

applicants have taken steps to ensure that once the Transaction is completed, costs and866

facilities are fairly and reasonably allocated between utility and non-utility activities in867

such manner that the Commission may identify those costs and facilities which are not868
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properly included by the utility for ratemaking purposes. In my view, the applicants have869

taken the steps necessary to ensure compliance with the third statutory requirement in870

Illinois.871

Q. Do you believe that the Transaction will not significantly impair the Gas872

Companies’ ability to raise necessary capital on reasonable terms or to maintain a873

reasonable capital structure?874

A. Yes. In fact, my view is that the Transaction will actually enhance the Gas Companies’875

ability to raise necessary capital on reasonable terms because the combined company will876

be able to compete with larger utility companies in capital markets. The financial877

strength of the combined company is apparent to investors, as evidenced by strong cash878

flows, a strong balance sheet, enhanced earnings growth, higher dividend payments, and879

strong investment grade credit ratings for the parent holding company and the operating880

utility companies. This financial strength will also ensure that the Gas Companies have a881

balanced risk profile, which will allow the Gas Companies to maintain a reasonable882

capital structure. Credit Rating Agencies have reaffirmed the ratings for the operating883

companies after the Transaction is completed, and Moody’s has indicated that Integrys’884

rating could be upgraded once Integrys completes the sales of its retail energy services885

business. For all of these reasons, I believe that the Transaction meets the fourth886

statutory requirement in Illinois.887

Q. Will the Gas Companies remain subject to all applicable laws, regulations, rules,888

decisions and policies governing the regulation of Illinois public utilities?889

A. Yes, they will. As stated in the Application and in Mr. Leverett’s testimony, after the890

Transaction is completed, the Gas Companies will remain subject to all applicable laws,891
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regulations, rules, decisions and policies governing the regulation of Illinois public892

utilities. Further, WEC is not proposing any changes to the legal structure of any of the893

operating utilities, including the Gas Companies, that will operate under the WEC Energy894

Group umbrella and that are currently subject to the jurisdiction of the Commission.895

Given those representations, I conclude that the Transaction meets the fifth statutory896

requirement in Illinois.897

Q. What evidence is there that the Transaction is not likely to have a significant898

adverse effect on competition in those markets over which the Commission has899

jurisdiction?900

A. The retail gas market in Illinois has been open to competition since 2002, with all901

customers having the ability to choose their gas supply company. Peoples Gas and North902

Shore Gas provide retail gas distribution service to customers that do not select an903

alternative gas supplier through their company-owned facilities, and gas delivery service904

to customers who have chosen a third-party gas supply company. The Transaction will905

not have any adverse effect on competition in markets over which the Commission has906

jurisdiction because the Gas Companies’ customers will continue to have the opportunity907

to purchase their gas from an alternative supplier.908

Additionally, Integrys expects to have completed the divestiture of its non-909

regulated energy marketing subsidiary, IES, well before the closing of the Transaction.910

Further, the Transaction is being reviewed by other governmental entities for, among911

other things, competitive issues falling outside the Commission’s jurisdiction. For all of912

these reasons, I believe that the Transaction meets the sixth statutory requirement in913

Illinois.914
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Q. Why do you believe that the Transaction is not likely to result in any adverse rate915

impacts on the Gas Companies’ retail customers in Illinois?916

A. As discussed earlier in my testimony, the Transaction will not result in any immediate917

rate changes or rate consolidation for customers of Peoples Gas or North Shore Gas. In918

fact, the applicants are proposing that Peoples Gas and North Shore Gas will not seek919

increases of their base rates that would become effective earlier than two years after the920

Transaction closes, which is not likely to occur prior to July 2015. The effect of this921

commitment, therefore, will be that the Gas Companies’ new rates will be fixed for a922

period of well over two years. Thereafter, the Gas Companies’ customers will receive all923

achieved savings, if any, as reflected in the Gas Companies’ test year costs in their future924

base rates. Therefore, there will not be any adverse rate impacts on the Gas Companies’925

retail customers in Illinois as a result of the Transaction.926

In addition, while the Transaction is not based on immediate synergies or cost927

savings for customers, the applicants expect that sharing best practices across the various928

operating utilities may lead to cost reductions, which would be reflected in future test929

year cost of service and thus benefit customers over time. Further, the financial strength930

of the combined company will allow it to compete for capital in financial markets on931

reasonable terms. Any reduction in the market-based cost of capital as a result of the932

Transaction would also flow through to customers in future rate cases. For all of these933

reasons, I believe that the Transaction meets the seventh statutory requirement in Illinois.934

Q. Please explain how the Transaction satisfies the requirements of subsection 7-204(c).935

A. Subsection 7-204(c) requires the Commission to rule on (i) the allocation of any savings936

resulting from the proposed reorganization; and (ii) whether the companies should be937
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allowed to recover any costs incurred in accomplishing the proposed reorganization and,938

if so, the amount of costs eligible for recovery and how those costs will be allocated.939

As explained throughout my testimony, the Transaction does not result in any940

immediate net savings. Any savings that occur as a result of the Transaction, net of the941

costs to achieve them, are expected to materialize over the longer-term (e.g., 5 to 10 years942

after closing). Further, WEC is not seeking recovery of any costs incurred to accomplish943

the Transaction or any portion of the acquisition premium.944

Q. If these synergies or savings are achieved, will the benefits be seen by the customers945

of the operating companies?946

A. Yes, they will, as these savings are achieved over the longer term. As I mentioned947

earlier, there are not immediate rate impacts expected from the merger. However, the948

shared services model of the WEC Energy Group (as reflected in the proposed affiliate949

interest agreements) will have the effect of eventually reducing administrative costs950

across the entire merged company, and each operating company’s share of these net951

savings will be reflected in their cost of service in future rate filings. My experience with952

other mergers also indicates that these savings can help delay the need for future rate953

increases. Therefore, each operating company’s customers will benefit from the merger,954

as savings are unlocked over the longer term. For these reasons, I believe that the955

Transaction satisfies the requirements of Subsection 7-204(c) of the Public Utilities Act956

in Illinois.957
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Q. Has WEC proposed any conditions to the Transaction?958

A. Yes. As explained in more detail in Mr. Leverett’s testimony, WEC has proposed the959

following commitments, which the Commission could adopt as conditions to its approval960

of the Transaction:961

1. WEC Energy Group will not seek the inclusion of any portion of the962

acquisition premium in the Gas Companies’ rate bases, nor the963

amortization of the premium in future cost of service determinations.964

2. WEC Energy Group will not seek recovery of any costs incurred to965

accomplish the reorganization.966

3. From the date the reorganization closes, WEC Energy Group commits967

that the Gas Companies will not seek increases of their base rates that968

would become effective earlier than two years after the financial969

closing of the Transaction. The effect of this commitment will be that970

the Gas Companies’ new base rates will be fixed for a period of well971

over two years after they are expected to become effective in their972

pending rate cases.973

4. WEC Energy Group will maintain at least 1,953 full-time equivalent974

employee positions in the State of Illinois for two years following the975

financial closing of the Transaction.976

5. WEC Energy Group will honor the Gas Companies’ existing labor977

agreements.978

6. For at least two years after the financial closing of the Transaction,979

WEC Energy Group will maintain all of the Gas Companies’ existing980

training programs, including those designed to ensure compliance with981

pipeline safety requirements in their current format. For the same time982

period, the Gas Companies will maintain their commitments to the gas983

workers degreed training program.984

7. WEC Energy Group is committed to having Peoples Gas continue the985

AMRP assuming that the legislatively authorized rider – Rider QIP –986

remains in effect to allow automatic recovery on AMRP investments987

up to a percentage cap of Peoples Gas’ base rate revenues each year, as988

well as WEC Energy Group and Peoples Gas remaining financially989

capable of doing so.990

8. WEC Energy Group will carefully review the results of the991

Commission’s audit of the Peoples Gas AMRP and will ensure that992
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Peoples Gas works to coordinate with the City of Chicago in the993

execution of the AMRP.994

995

9. WEC Energy Group will work with interested stakeholders to develop996

recommendations for Peoples Gas’ energy efficiency programs.997

998

10. WEC Energy Group commits to honoring the Gas Companies’999

existing philanthropic pledges, and thoughtfully considering future1000

charitable requests, with the objective of supporting those causes that1001

will most benefits the Gas Companies’ customers and their1002

communities.1003

11. WEC Energy Group is willing to commit to having at least one non-1004

employee resident of Illinois on the board of directors of the post-1005

reorganization company.1006

12. WEC Energy Group is committed to bringing its Supplier Diversity1007

Initiative to the Gas Companies in Illinois.1008

Q. Is the Transaction in the public interest?1009

A. Yes. For all of the reasons discussed in my testimony, the Transaction will provide1010

Peoples Gas and North Shore Gas ratepayers numerous benefits and contains provisions1011

which will assure that these benefits will continue to inure to the public in the future. In1012

addition, Illinois citizens will benefit from a larger, more diversified, and financially1013

strong energy company that is committed to serving the needs of the communities in1014

which it operates.1015

Q. In your opinion, does the Transaction satisfy the Commission’s merger approval1016

standards?1017

A. Yes, it does.1018
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VIII. CONCLUSIONS AND RECOMMENDATIONS1019

Q. Please summarize your conclusions and recommendation.1020

A. If approved, this Transaction will allow the formation of a utility holding company with1021

the strength, breadth, operational expertise, and local and regional commitment that will1022

create benefits for customers, investors and the public now and for the long term. This1023

company will act as a leader in the energy industry and will continue to constructively1024

contribute to critical decisions affecting energy policy in Illinois. Importantly, these1025

benefits will not occur without the Transaction. I recommend that the Commission1026

approve the Transaction as proposed.1027

Q. Does this conclude your testimony?1028

A. Yes, it does.1029


